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The Excess Profits Tax Act of 1950 


By W. H. DAVIDSON 
(New York Office) 


This article is a brief digest of the 
more important provisions of the 
new excess profits tax law, with the 
exception of the relief provisions, 
which are discussed in a separate 
article. 


EFFECTIVE DATE AND TAX RATES 


The new excess profits tax is ap- 
plicable to taxable years ending 
after June 30, 1950, and beginning 
before July 1, 1953. In the case of 
taxable years beginning before July 
1, 1950, and ending after June 30, 
1950 the taxpayer is subject to that 
portion of the excess profits tax 
which the number of days in the 
taxable year after June 30, 1950, 
bears to the total number of days 
in the taxable year. 

The excess profits tax rate is 30 
per cent. In the case of the calendar 
year 1950, 184/365ths of the tax is 
applicable, making the effective 
rate approximately 15 per cent. 
The corporation surtax rate is in- 
creased 2 percentage points for 
taxable years beginning on and 
after July 1, 1950. Accordingly, 
before giving effect to a ceiling on 
the excess profits tax, for the cal- 
endar year 1950 the maximum com- 
bined tax rate would be approxi- 


mately 57 per cent, made up of 
23 per cent normal tax, 19 per cent 
surtax on income over $25,000, and 
15 per cent excess profits tax. For 
taxable years beginning on and 
after July 1, 1950, before giving 
effect to the ceiling, the maximum 
combined tax rate would be 77 
per cent, made up of 25 per cent 
normal tax, 22 per cent surtax on 
income over $25,000, and 30 per 
cent excess profits tax. 

However, there is a ceiling on the 
excess profits tax. It may not ex- 
ceed the difference between (a) 62 
per cent of the excess profits net 
income, and (b) the tax that would 
result from applying the normal and 
surtax rates (including the 2 per 
cent surtax on consolidated re- 
turns) to such excess profits net 
income. Accordingly, when the 
normal tax net income and the 
surtax net income are the same as 
the excess profits net income the 
maximum combined rate of tax for 
taxable years beginning on and 
after July 1, 1950 is 62 per cent of 
the excess profits net income. In 
the case of taxable years beginning 
before July 1, 1950, and ending 
after June 30, 1950 the limitation 
applies to the tentative excess 
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profits tax before proration. There- 
fore, in the case of the calendar 
year 1950, when the normal tax 
net income and the surtax net 
income are the same as the excess 
profits net income the maximum 
combined rate of tax is approxi- 
mately 52 per cent of the excess 
profits net income. (42 plus 
184/365 (62 minus 42).) 

When the normal and surtax net 
income exceed the excess profits 
net income, because, for example, 
substantial dividends are received, 
the maximum combined rate may 
exceed 62 per cent of the excess 
profits net income, and may be less 
than 62 per cent of the normal and 
surtax net income. Conversely, 
when the excess profits net income 
exceeds the normal and surtax net 
income the maximum combined 
rate may be less than 62 per cent 
of the excess profits net income and 
more than 62 per cent of the normal 
and surtax net income. 


APPLICATION OF TAX 


Under the World War II excess 
profits tax, the portion of the 
income which was subject to excess 
profits tax was not subject to 
income tax. Under the new law 
the entire income is subject to 
income tax and the excess profits 
tax is imposed in addition, on the 
income to the extent that it ex- 
ceeds certain credits. 

The 30 per cent excess profits 
tax is applied to “adjusted excess 
profits net income,’”’ which is the 


“excess profits net income” minus 
the excess profits credit and any 
unused credit carry-back and carry- 
over. Every corporation is allowed 
a minimum excess profits credit of 
$25,000. Under the World War II 
excess profits tax every corporation 
was allowed a $10,000 specific 
exemption which could be added 
to the regular excess profits tax 
credit. Under the new law, how- 
ever, the $25,000 is merely a 
minimum credit, and is of no benefit 
to corporations which have a regu- 
lar excess profits credit of at least 
$25,000. 

As in the case of the World War 
II excess profits tax, taxpayers may 
use an excess profits credit based 
upon invested capital or upon base 
period earnings, whichever results 
in a lesser excess profits tax. Tax- 
payers are not bound by their 
choice between these two types of 
credit, either for the taxable year 
or subsequent years. 


Excess Profits Credit Based 
Upon Invested Capital 


The invested capital credit is 
allowed at the following rates: 


Invested Capital Rates 
On first $5,000,000...... 12 per cent 
Next $5,000,000 to 

$10,000,000........... 10 percent 
Amount over $10,000,000 8 per cent 


Under the World War II excess 
profits tax there was only one 
method of computing invested capi- 
tal, which is now referred to as the 
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historical method, and consisted 
roughly of capital paid in plus 
accumulated earnings or profits. 
Under the new law a taxpayer may 
choose between the historical 
method and a new method, re- 
ferred to as the asset method, 
which represents roughly assets less 
liabilities. 

If a taxpayer wishes to use the 
historical invested capital credit 
it must so elect in its return for 
the taxable year, and may not 
change to the asset method for 
such taxable year, though it is not 
bound for subsequent years. How- 
ever, a taxpayer electing either 
of the invested capital methods 
does not lose the right to change 
to the base period income credit 
for the same taxable year. On the 
other hand, if a taxpayer uses the 
base period income credit, it may 
change to the asset invested capital 
method for the same taxable year, 
but may not change to the historical 
invested capital method for that 
taxable year, unless in its return 
for the taxable year it had indicated 
its election to compute its invested 
capital under the historical method. 


Invested Capital Credit 
Under Asset Method 


The starting point of the invested 
capital credit is the ‘equity capital’ 
at the beginning of the year. This 
consists of the total assets held in 
good faith for purposes of the 
business, less liabilities. The assets 


are valued at the adjusted basis for 
determining gain upon sale or 
exchange, which means that in the 
case of properties acquired before 
March 1, 1913 the value at that 
date may be used if higher than 
cost. However, intangible property 
such as good will may not be valued 
as of March 1, 1913. The Senate 
Finance Committee report states 
that “‘the determination of the date 
upon which a liability is incurred 
is to follow sound accounting prin- 
ciples and rules similar to those 
applicable in the computation of 
the taxpayer’s earnings or profits.” 

There is added the daily average 
of money and property paid in as 
equity capital during the taxable 
year in good faith for the purposes 
of the business and 75 per cent of 
the daily average of borrowed 
capital for the taxable year, in- 
curred in good faith for the purposes 
of the business. Borrowed capital 
must be evidenced by a _ bond, 
note, etc., as in the case of the last 
excess profits tax but may also be 
evidenced by a bank loan agree- 
ment, or conditional sales contract. 

There is then added the “‘recent 
loss adjustment.’ This consists of 
a net loss incurred over the ten 
years ended December 31, 1949 or 
over the base period (generally the 
four years ended December 31, 
1949) whichever is larger. Losses 
and incomes during the above 
periods must be adjusted as in the 
case of net operating loss carry- 
forwards and carry-backs, the prin- 
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cipal adjustments being that 100 
per cent of domestic dividends 
received and tax-exempt interest 
must be included in income, and 
no percentage or discovery deple- 
tion may be deducted. 


There is then deducted the daily 
average of distributions (other than 
stock dividends or stock rights) 
made during the taxable year not 
out of earnings or profits of the 
taxable year, the earnings being 
computed for the entire year with- 
out deduction for the year’s income 
or excess profits tax. Distributions 
in the first 60 days are considered 
made on the last day of the pre- 
ceding year but the rule does not 
apply to distributions made in the 
first 60 days of the first excess 
profits tax taxable year. 


The result represents “‘adjusted 
invested capital’ in the case of 
corporations with adjusted invested 
capital not over $5,000,000, and 
the invested capital credit is 12 
per cent of such amount. In order 
to arrive at the excess profits credit 
the invested capital credit must be 
reduced by the percentage which 
the daily average of “inadmissible 
assets’’ bears to the daily average 
of total assets. The term ‘‘inad- 
missible assets’”’ means stock in 
either domestic or foreign corpo- 
rations (except foreign personal 
holding companies and inventories 
of dealers in securities) and securi- 
ties the interest on which is wholly 
or partially exempt. 


Corporations with adjusted in- 
vested capital not over $5,000,000 
are entitled to credit of 12 per cent 
on all invested capital. Corpora- 
tions with adjusted invested capital 
over $5,000,000 are entitled to 
credit of 12 per cent on new capital. 
Accordingly, the latter corporations 
reduce adjusted invested capital by 
the “‘net new capital addition.” 
After computing the credit on such 
reduced amount they add the “‘new 
capital credit’’ which is 12 per cent 
of the “‘net new capital addition.” 

The ‘“‘net new capital addition” 
represents generally money or prop- 
erty paid in as equity capital after 
the beginning of the first excess 
profits tax taxable year, earnings 
retained after that date and 75 per 
cent of any increase in borrowed 
capital after that date, with certain 
restrictions to prevent tax avoid- 
ance. 


Invested Capital Credit Under His- 
torical Method and Comparison with 
Asset Method 


The historical method, as pre- 
viously stated, is the method used 
under the World War II excess 
profits tax. It consists generally 
of money paid in; property paid in, 
without reference to March 1, 1913 
value; taxable stock dividends paid; 
accumulated earnings and profits 
at the beginning of the year; less, 
distributions in prior years not out 
of accumulated earnings and cur- 
rent distributions not out of current 
earnings. 75 per cent of the daily 
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average of borrowed capital is 
added. 


Under the historical method in- 
vested capital is not reduced by 
an operating deficit. Under the 
asset method it is in effect reduced 
by a deficit, but a “recent loss 
adjustment”” may be added even 
though there is no net deficit. The 
historical method may therefore be 
advantageous where there is a 
deficit going back many years, and 
the asset method may be advan- 
tageous where there are accumu- 
lated earnings in early years and 
net losses in recent years. 


Under the asset method percent- 
age depletion reduces the basis of 
the assets and hence invested 
capital. Under the historical method 
percentage depletion does not re- 
duce accumulated earnings or 
profits. Under the historical method 
appreciation in the value of assets 
at March 1, 1913 cannot increase 
invested capital. A 12 per cent 
credit on new capital in the case of 
corporations with invested capital 
over $5,000,000 is available under 
the asset method, but not under 
the historical method. 


As set forth later, taxpayers 
using the base period income credit 
may carry forward a net operating 
loss from the base period to the 
years 1950 and 1951. This carry- 
over may also be used by taxpayers 
using the historical invested capital 
method but not by taxpayers using 
the asset method. 


Excess Profits Credit Based 
on Income 


The excess profits credit based 
on income may be summarized as 
follows: 

(a) 85 per cent of ‘‘average base period 
net income,”’ plus 

(b) 12 per cent of the “base period capital 
addition,” plus 

(c) 12 per cent of the “‘net capital addi- 
tion’’ for the taxable year, minus 

(d) 12 per cent of the ‘‘net capital re- 
duction” for the taxable year. 


Average Base Period Net Income 
(ltem (a) in the Above Summary) 


The base period, generally, is the 
48 months ending December 31, 
1949. However, in the case of 
taxpayers with taxable years ended 
on January 31, February 28, or 
March 31, 1950, the base period is 
the 48 months ending on such dates. 

The excess profits net income for 
each month in the base period 
during any part of which the tax- 
payer was in existence is determined 
by dividing the excess profits net 
income for the taxable year in 
which such month falls by the 
number of months in such year. 
The income for any month whether 
or not the taxpayer was in existence, 
may not be less than zero. 

The taxpayer may use as the 
base period net income the net 
income of any 36 consecutive 
months, or it may eliminate the 
net income of any 12 consecutive 
months and use the remaining 36 
months. The income of the 36 
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months that are used is aggregated 
and divided by 3 to determine the 
average base period net income. 
In the case of taxpayers with four 
calendar years ended December 31, 
1949, the average base period net 
income is accordingly the average 
of the three }-2st 

There are special relief provisions 
for growth corporations and for 
corporations that commenced busi- 
ness after the beginning of the base 
period, which are discussed in a 
separate article. 


years. 


The Base Period Capital Addition 
(Item (b) in the Above Summary) 


Unlike the World War II excess 
profits tax, the new law allows a 
12 per cent credit for increased 
capital in the last two years of the 
base period. The first step is to 
compute the “yearly base period 
capital’ at the beginning of the 
first excess profits taxable year and 
each of the two preceding taxable 
years, arrived at as follows: 

(a) Equity capital (assets less liabilities) 
plus 
(b) 75 per cent of borrowed capital 
Less, the following 3 items: 
1. Inadmissible assets, reduced by 

25 per cent of any excess of 

inadmissibles over equity 

capita! 

2. 75 per cent of loans to members 
of a controlled group. 

3. 75 per cent of the amount 
determined by capitalizing at 

12 per cent the annual interest 


charge on the borrowed capital 
at the beginning of the year. 


Using calendar years for illus- 
trative purposes, the base period 
capital addition is (a) the excess of 
the base period capital at January 
1, 1950 over the higher of the 
amount at January 1, 1949 and 
January 1, 1948, plus one-half of 
(b) the excess of the lower of the 
amount at January 1, 1950 and 
January 1, 1949 over the amount 
at January 1, 1948. Where the 
base period capital increases each 
year the effect is that the taxpayer 
secures a credit of 12 per cent of 
the increase in the last year and 
6 per cent of the increase in the 
preceding year. 


The Net Capital Addition for the 
Taxable Year (Item (c) in 
Above Summary) 


The net capital addition on which 
a credit of 12 per cent is allowed 
consists of the daily average of 
money or property paid in as 
equity capital during the taxable 
year, the increase in equity capital 
between the beginning of the first 
excess profits tax taxable year and 
the beginning of the taxable year, 
and 75 per cent of the excess of the 
daily average of the borrowed 
capital in the taxable year over the 
borrowed capital at the beginning 
of the first excess profits tax taxable 
year. It is reduced by the net 
capital reduction, and by any 


excess of the daily average of inad- 
missible assets in the taxable year 
over the inadmissible assets at the 
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beginning of the first excess profits 
tax taxable year. 


The Net Capital Reduction for the 
Taxable Year (Item (d) in the 
Above Summary) 


The net capital reduction, 12 
per cent of which reduces the 
excess profits credit, consists of the 
daily average of distributions to 
shareholders not out of earnings of 
the taxable year, a decrease in 
equity capital between the begin- 
ning of the first excess profits tax 
taxable year and the beginning of 
the taxable year, 75 per cent of the 
decrease in the daily average of 
borrowed capital as compared with 
the borrowed capital at the begin- 
ning of the first excess profits tax 
taxable year, an increase in stock 
held in a member of a controlled 
group and 75 per cent of any in- 
crease in loans to a member of a 
controlled group since the beginning 
of the first excess profits tax 
taxable year. 

It is reduced by the amounts 
representing capital additions, 
described in the previous section, 
and by any decrease in inadmissible 
assets since the beginning of the 
first excess profits tax taxable year. 


Excess Profits Credit Based on 
Income in Connection with 
Ceriain Exchanges 


As in the case of the World War 
II excess profits tax, the new law 
contains provisions permitting cor- 
porations to combine with their own 


base period experience, the base 
period experience of other corpo- 
rations or partnerships, properties 
of which have been acquired in 
tax-free transactions. Unlike the 
old law, the new law covers cases 
where a corporation is split up into 
two or more corporations, or trans- 
fers assets to one or more corpo- 
rations and remains in existence. 


Tax-free Liquidation of Subsidiaries 


The tax basis of assets acquired 
in a tax-free liquidation of a sub- 
sidiary is a factor in the computa- 
tion of the excess profits credit 
under any of the three methods of 
computing the excess profits credit. 
The law contains special rules for 
determining such basis, similar to 
the rules under the World War II 
excess profits tax. The principal 
point is that when the parent com- 
pany acquires the stock of an 
existing company for cash or its 
equivalent, the assets of the sub- 
sidiary owned at the time of 
purchase are valued at the price 
which the parent paid for the stock, 
in the case of the subsequent tax- 
free liquidation of the subsidiary. 
In other cases, generally, the assets 
of the subsidiary, following a tax- 
free liquidation, are valued at cost 
to the subsidiary. 


Excess Profits Net Income for 
Excess Profits Tax Taxable Year 
The excess profits net income for 

the taxable year is the normal-tax 
net income with 17 possible adjust- 
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ments, only a few of which will be 
applicable to any particular tax- 
payer. 

100 per cent of dividends received 
from either domestic or foreign 
corporations (not including divi- 
dends in kind which are subject 
to special treatment) are excluded. 
Capital gains and losses are ex- 
cluded. The excess of gains on the 
sale or exchange of depreciable 
property or real property used in 
the trade or business over losses on 
the sale of such property is excluded 
as capital gain. If the losses on 
such sales exceed the gains the net 
loss is deductible, because under 
Section 117(j) the net loss is not a 
capital loss. 


Where the taxpayer uses the 
invested capital credit 75 per cent 
of the interest on borrowed capital 
is disallowed as a deduction. If the 
base period income credit is used, 
there is disallowed as a deduction, 
that portion of the interest on 
borrowed capital, which 75 per cent 
of the increase in borrowed capital 
over the borrowed capital at the 
beginning of the first excess profits 
tax taxable year (included in the 
net capital addition) bears to the 
average borrowed capital for the 
taxable year. 


If the taxpayer uses the base 
period income credit or the his- 
torical invested capital credit, any 
net operating loss incurred in the 
base period may, with certain 
restrictions, be carried forward as 


a net operating loss deduction to 
the first two excess profits tax 
years. A loss for a taxable year 
beginning before January 1, 1948 
may be included only to the extent 
that it could not have been availed 
of as a carry-back to the two pre- 
ceding years. 


Excess Profits Net Income for 
Taxable Years in Base Period 


The excess profits net income 
for taxable years in the base period 
is the normal-tax net income with 
14 possible adjustments. 


The same adjustment is made 
for dividends received as in the 
case of the excess profits tax tax- 
able year. Capital gains and losses 
are excluded, including net losses 
on the sale or exchange of depre- 
ciable property or real property 
used in the trade or business, 
though such net losses are allowed 
as deductions for the excess profits 
tax years. 


REGULATED PUBLIC UTILITIES 


The new law permits regulated 
public utilities to use a special 
excess profits credit if it results in 
a lesser excess profits tax. The 


credit is the amount of the normal 
tax and surtax for the taxable year 
plus 6 or 7 per cent of the sum of 
the adjusted invested capital and 
the average borrowed capital for 
the taxable year, minus the deduc- 
tion for interest on borrowed capital 
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and an adjustment for inadmissible 
assets. 

In the case of utilities, other 
than interstate trucking, buses, 
railroads, and pipelines, and other 
than steamship companies and air 
lines, if the accounting is pre- 
scribed by a regulatory body, the 
adjusted invested capital is the 
sum of the average outstanding 
common and preferred capital stock 
accounts and the capital surplus 
and earned surplus accounts as 
recorded on the corporate books of 
account. 


The credit is 7 per cent in the 
case of telephone and telegraph 
companies and air lines, and 6 per 
cent in the case of other utilities. 
The law contains special provisions 
regarding consolidated returns of 
utilities. 


PERSONAL SERVICE CORPORATIONS 


As in the case of the World War 
II excess profits tax, personal ser- 
vice corporations are exempt from 
excess profits tax if the stockholders 
include in their individual returns 
their share of the undistributed 
profits of the personal service cor- 
porations. 


UNUSED EXCESS PROFITS 
CREDIT 


The unused excess profits credit 
is the excess of the excess profits 
credit over the excess profits net 
income, disregarding any net oper- 


ating loss carry-over or carry-back, 
and disregarding the $25,000 mini- 
mum credit. The unused credit 
may be carried back 1 year and 
may be carried forward 5 years. 
In the case of an unused excess 
profits credit carry-over from a 
taxable year beginning before July 
1, 1950 and ending after June 30, 
1950 the unused credit carry-over 
is such portion of the unused credit 
as the number of days in the taxable 
year after June 30, 1950 bears to 
the total number of days in the 
taxable year. 


EXEMPT CORPORATIONS 


The corporations exempt from 
excess profits tax include, among 
others, regulated investment com- 
panies, personal holding companies, 
and domestic corporations, if 95 
per cent of their gross income for 
the 3 years preceding the close of 
the taxable year was derived from 
sources without the United States, 
and 50 per cent of their gross in- 
come for such period was derived 
from the active conduct of a trade 
or business. 


CONSOLIDATED RETURNS 


For taxable years ending after 
June 30, 1950 an affiliated group of 
corporations may file a consolidated 
income and excess profits tax return 
or each corporation may file a 
separate income and excess profits 
tax return. If a consolidated return 

(Continued on page 28) 
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The Relief Provisions of the Excess Profits 
Tax Act of 1950 


By JULIAN O. PHELPS 
(Chicago Office) 


In general, provision is made in 
the Excess Profits Tax Act of 1950 
for relief in the same situations as 
under the excess profits tax in effect 
during World War II. The princi- 
pal area of difference is in the at- 
tempt to minimize administrative 
discretion by substituting objective 
computations for subjective judg- 
ment. The Congressional commit- 
tees recognized the unsatisfactory 


results obtained under Section 722. 
A solution is offered in the new law 
in the use of industry rates of return 
on investment compiled by the 
Treasury Department from the in- 
come tax returns of members of the 
particular industry. 

The following list shows the prin- 
cipal relief provisions under the new 
law and the comparable sections of 
thelawin effect during World War II: 


New Law Old Law 
Sec. 442 Abnormalities during base period Sec. 722(b) (1) 
and (2) 
Sec. 443 Changes in products or services Sec. 722(b) (4) 
Sec. 444 Increase in capacity for production or operation Sec. 722(b) (4) 
Sec. 445 New corporations Sec. 722(b) (4) 
and (c) 
Sec. 446 Depressed industry subgroups Sec. 722(b) (3) 
Sec. 447 Industry base period rates of return None 
Sec. 435(e) Growing corporations Sec. 713(f) 
Sec. 456 Abnormal income in taxable period Sec. 721 
Sec. 433(b) (9). Abnormal deductions in base period Sec. 711(b) (1) (H), 
and (10) (I), (J) and (K) 
Sec. 450 Corporations engaged in mining of strategic Sec. 731 
minerals 
Sec. 453 Nontaxable income from certain mining and timber Sec. 735 
operations, and from natural gas properties 
Sec. 455 Instalment basis taxpayers and taxpayers with Sec. 736 
income from long-term contracts 
Sec. 457 Corporations completing contracts under Mer- Sec. 726 


chant Marine Act 


In the interest of clarity, the com- 
ments herein deal generally with the 
application of the Act to calendar 


year corporations. The Act pre- 


scribes various modifications, which 
are not included in this discussion, 
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to adapt its provisions to the com- 
putation of the tax of fiscal year 
corporations. 


USE OF INDUSTRY RATES 
OF RETURN 


A new feature which is common 
to Sections 442, 443, 444 and 445 is 
the use of industry rates of return 
compiled by the Treasury Depart- 
ment. 

The nation’s industry is grouped 
for this purpose into 64 classes. A 
detailed description of the classes 
appears in the Standard Industrial 
Classification Manual prepared by 
the Bureau of the Budget. The 
Treasury Department is instructed 
to publish for each class the rate of 
return for each of the years 1946, 
1947, 1948 and 1949, and also the 
rate for the four-year period. The 
compilation is to be prepared from 
the tax returns filed by the corpo- 
rations in each class, in the follow- 
ing manner: 

(1) The returns used are limited to those 
which include balance sheets. 


(2) The aggregate net income of the corpo- 
rations in each class, with any net 
operating loss deductions excluded, 
and with interest deductions added 
back, is determined for each of the 
four years. 


(3) The aggregate total assets of the same 
corporations at the end of each of the 
years are determined. 


(4) Fiscal year returns are included with 
returns for the calendar year in which 
the greater part of the fiscal year falls. 


(5) The rate of return for each of the four 
years is computed by dividing the 


aggregate income for the year, after 
giving effect to renegotiation of con- 
tracts in accordance with renegotiation 
statistics, by the aggregate total assets 
at the end of the year. 


(6) 


A “base period rate of return” is com- 
puted in the same manner, using the 
aggregate income for the four years 
and the aggregate of the asset totals 
at the end of each of the four years. 


(7) The Treasury Department is directed 
to publish tentative rates of return by 
March 1, 1951. 


(8) The tentative rates will eventually be 
superseded by correct rates. The 
statutory period of limitation with 
respect to tax overpayments or defi- 
ciencies caused by the correction of a 
rate will not begin to run until the 
correct rate is announced. 


Relief for depressed industry 
subgroups under Section 446 is 
based on similar data but compiled 
for different periods and different 
industry classifications. Additional 
details are contained in the discus- 
sion of that section. 

There are several rules which are 
common to all or most of the provis- 
ions where relief is based on in- 
dustry rates of return. These rules 
and the exceptions are as follows: 


(1) These provisions may be used only by 
corporations in business at the begin- 
ning of the base period, except for 
Section 445—New Corporations, and 
except for certain reorganization cases. 
Section 445 may be used only by cor- 
porations which began business after 
the beginning of the base period. In 
certain tax-free reorganization cases, 
a corporation acquiring assets may be 
permitted to take into account, in 
qualifying for relief and computing 
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(3) 


the tax under a relief provision, the 
record of the transferor of the assets. 


Except for Section 446—Depressed 
Industry Subgroups, a taxpayer’s in- 
dustry classification is the industry to 
which is attributable the largest 
amount of its gross receipts in the year 
or years prescribed for this purpose 
in the various provisions. To be con- 
sidered a member of a particular indus- 
try subgroup in Section 446, more than 
fifty percent of the taxpayer’s gross 
receipts in the base period must be 
attributable to that subgroup. ‘Gross 
Receipts” means in general the pro- 
ceeds from the sale of the taxpayer’s 
stock in trade and the gross income 
attributable to its regular trade or 
business, with items such as dividends 
and capital gains excluded. 


Except for Section 446—Depressed 
Industry Subgroups, the total assets 
to which an industry rate of return is 
to be applied are defined to be the sum 
of the cash and other property (exclu- 
sive of inadmissible assets and loans 
to members of a controlled group) 
‘“theld by the taxpayer in good faith 
for the purposes of the business.’ 
Section 446 contains no specific defini- 
tion of ‘total assets.” 


Property is ordinarily included at its 
adjusted basis for gain upon sale or 
exchange. This is usually equivalent 
to cost less, in the case of depreciable 
assets, depreciation. 


Assets which are inadmissible are 
stocks of corporations, and bonds which 
are wholly or partially tax-exempt as 
to interest. 


A controlled group consists of a parent 
corporation and any other corporations 
in which the parent holds directly or 
indirectly a stock interest greater than 
50 percent. A loan to a member of 
such a group is eliminated in arriving 
at total assets only if it is in such form 


that it constitutes borrowed capital of 

the debtor member. 
(4) Interest is excluded as an expense in 
computing industry rates of return. 
To compensate, when the rate of 
return is applied to a taxpayer’s total 
assets, the result is reduced by the 
taxpayer’s interest expense for one 
year, or average of several years, 
depending on the rule in the particular 
relief provision. 


The Commissioner of Internal 
Revenue has announced that a cor- 
poration entitled to use an industry 
rate of return may compute and 
pay its excess profits tax giving 
effect to the appropriate relief pro- 
vision. If relief is claimed in the 
return, the taxpayer must file with 
the return an application establish- 
ing that the various tests are met 
and showing the computations in- 
volved. It is expected that this ap- 
plication will be made a part of the 
excess profits tax computation 
schedule “Schedule EP (Form 
1120).’”’ Claims for relief under 
these provisions may also be filed 
within the usual statutory period of 
limitations. Where that period is 
extended due to correction of rates, 
a claim for an amount not greater 
than the correction may be filed up 
to the end of the period so ex- 
tended. 


ABNORMALITIES DURING 
BASE PERIOD 


Relief from abnormalities in the 
base period may be allowable where 
the taxpayer’s operations in more 
than one base period year were in- 
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terrupted or diminished by “‘events 
unusual and peculiar in the experi- 
ence of the taxpayer’’ or where its 
business was depressed by unusual 
temporary economic circumstances. 
The “‘events unusual and peculiar’ 
are physical interruptions such as 
fires, strikes and floods. A severe 
price war is given in the committee 
reports as an example of unusual 
temporary economic circumstances. 

The first step is to eliminate the 
poorest year in the base period. If 
the excess profits net income of not 
more than one of the remaining 
three years was reduced by the 
specified unusual events or circum- 
stances, a substitute excess profits 
net income is computed for that 
year. The computation is made by 
multiplying the assets at the end of 
the year by the rate of return for 
the taxpayer’s industry for that 
year, and reducing the amount so 
obtained by the taxpayer’s interest 
deduction for the year. The result 
is used only if it is more than 110 
percent of the actual excess profits 
net income for the year under con- 
sideration. 

A different procedure is followed 
where the unusual events or cir- 
cumstances occur in more than one 
of the base period years remaining 
after elimination of the poorest 
year. In such cases the average of 
the total assets at the end of all 
four of the base period years is 
determined. The industry base 
period rate of return is applied to 
this average and the amount so 


obtained is reduced by the tax- 
payer’s average annual deduction 
for interest in the base period. The 
result is used only if it exceeds 110 
percent of the average of the 
taxpayer’s excess profits net income 
in its three best base period years. 

No base period capital addition 
is allowed where the average base 
period net income is computed for 
the entire base period under this 
relief provision, or where 1949 only 
is adjusted. If 1948 only is ad- 
justed, the base period capital 
addition for 1949 is allowable. If 
1946 or 1947 only is adjusted, the 
full base period capital addition 
(based on 1948 and 1949 additions) 
is allowable. 


CHANGE IN PRODUCTS 
OR SERVICES 


To qualify a taxpayer for relief, 
the change in products or services 
must be substantial and must have 
been made within the last three 
years of the taxpayer’s base period. 
By the third or earlier year after 
the year of the first such change, 
(1) 40 percent of the taxpayer’s 
gross income or 33 percent of its 
net income for the year must be 
attributable to the changes, and 
(2) its excess profits net income for 
the year (computed as if the year 
were a base period year) must ex- 
ceed 125 percent of its average 
annual excess profits net income for 
the base period years before the 
year of the first change. 
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If these tests can be met, the tax- 
payer may compute its average 
base period net income by applying 
the base period rate of return for its 
industry to its assets at the end of 
the base period or the end of the 
first year in which it qualifies under 
this provision, whichever is later. 
The amount so obtained is reduced 
by the taxpayer’s interest deduc- 
tion in the year ending on the day 
used. 

For a taxpayer which qualifies, 
no adjustment is made for net 
capital additions or reductions until 
the year after the first year in 
which it qualifies. The basic date 
for computing such capital addi- 
tions and reductions is the end of 
the first year of such qualification 
or the end of the base period, which- 
ever is later. 


INCREASE IN CAPACITY 


Relief will be granted because of 
increase in capacity to a taxpayer 
which establishes that it added to, 
or replaced, facilities so that at the 
end of the base period, as compared 
with a date three years earlier, 
either 
(1) its capacity for production or operation 

had increased 100 percent or 


(2) its capacity had increased 50 percent 
and the depreciated cost (adjusted 
basis for determining gain) of its 
facilities had increased 50 percent or 


(3) the cost, before depreciation (unad- 
justed basis for determining gain), of 
its facilities had increased 100 percent. 


The term “‘facilities” is defined 
as “‘real property and depreciable 
tangible property” held by the tax- 
payer in good faith for the purpose 
of the business. 

A taxpayer which qualifies may 
compute its average base period net 
income by multiplying its total 
assets at the end of the base period 
by the base period rate of return 
for its industry. The amount so 
obtained is reduced by the tax- 
payer’s interest deduction for the 
last year of the base period. 


NEW CORPORATIONS 


Except for certain reorganization 
cases, Section 445—New Corpora- 
tions is the only one of the relief 
provisions based on industry rates 
of return available to a corporation 
which began business after the 
beginning of the four-year base 
period. Two rules are provided for 
the computation of average base 
period net income of such a corpo- 
ration. One of the rules is appli- 
cable in computing the excess 
profits credit until the taxpayer 
has completed its third taxable 
year, and the other is applicable to 
subsequent years. Both rules use 
the base period rate of return for 
the taxpayer’s industry. 

For excess profits tax taxable 
years within the taxpayer’s first 
three taxable years, the average 
base period net income is computed 
by applying the base period rate of 
return to its total assets at the end 
of the base period. For this purpose 
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the assets are increased or de- 
creased to reflect changes in capital 
after the base period. The amount 
so obtained is reduced by the inter- 
est deduction for the current year. 
Since the post-base-period changes 
in capital are thus taken into ac- 
count, the recognition of such 
changes under the general rule for 
the computation of the excess 
profits credit is omitted. 

For years after the taxpayer’s 
third taxable year, the average base 
period net income is computed by 
applying the industry base period 
rate of return to the total assets for 
the last day of the base period or 
the third taxable year, whichever is 
later. The amount so ascertained 
is reduced by the interest deducted 
in the year ending on the day used. 
In computing the excess profits 
credit, further recognition is given 
to post-base-period changes in cap- 
ital only to the extent that the 
changes occurred after the day used. 

The new corporation treatment is 
denied in certain reorganization 
cases where the taxpayer acquired 
assets from a corporation that 
commenced business prior to the 
base period; also in certain cases 
where taxpayers may have trans- 
ferred assets after November 30, 
1950 to obtain the benefit of the 
industry rate of return. Included 
in the latter are cases where the 
transferee uses the transferor’s basis, 
as in tax-free reorganizations, and 
also cases where the same group of 
taxpayers owns at least 50 percent 


of the stock of both the transferor 
and transferee. 


DEPRESSED INDUSTRY SUBGROUPS 


An industry subgroup is con- 
sidered depressed if its rate of return 
in the period 1946-1948 was less 
than 63 percent of the rate for the 
period 1938-1948. The subgroups 
considered, of which there are about 
150, are classifications used by the 
Treasury Department in compiling 
statistics from tax returns. The 
rate of return is computed in the 
same manner as for the other relief 
provisions except that different 
periods are used. 

To be considered a member of a 
particular subgroup, more than 50 
percent of the taxpayer’s base 
period gross receipts must be at- 
tributable to that subgroup. A 
taxpayer which qualifies may com- 
pute its average base period net 
income by (1) multiplying its aver- 
age assets in the base period by 
80 percent of the subgroup’s 1938- 
1948 rate of return and (2) reducing 
the result by the taxpayer’s average 
deduction for interest in the base 
period. The Act contains no defini- 
tion of assets includible for this 
provision. 

The Treasury Department is 
directed to publish a tentative de- 
termination of depressed subgroups 
by March 1, 1951. This determin- 
ation is to be corrected later to the 
extent necessary to reflect renegoti- 
ation adjustments, etc. 
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GROWING CORPORATIONS 


Four alternative methods of com- 
puting average base period net 
income are available to growing 
corporations which can pass certain 
tests. 

A corporation will be considered 
a growing corporation if its assets at 
the beginning of the base period did 
not exceed $20,000,000 and either 
(1) its pay roll for the last half of 
the base period was at least 130 
percent of the amount for the first 
half or (2) its gross receipts for the 
last half were at least 150 percent 
of the amount for the first half. If 
the taxpayer is a member of a 
group entitled to file a consolidated 
return, the assets of the other 
members of the group must be con- 
sidered in applying the asset test. 

An alternative set of tests is 
available where growth is attrib- 
utable to products not generally 
available to the public before 1946, 
such as television sets. In such 
cases there are three tests to be met, 
as follows: 


(1) Twice the sales in the period January— 
June, 1950, must be at least 50 percent 
greater than the average annual sales 
in 1946 and 1947. 

(2) 40 percent of the 1950 sales must be 

attributable to products not generally 

available to the public before 1946, 

or to components of such products, or 

to articles of which such products were 
the principal components. 


(3) The taxpayer’s 1946 sales of such 
products do not exceed 5 percent of its 


1949 sales of such products. 


A taxpayer which qualifies as a 
growing corporation under either 
one of the two groups of tests may 
use as its average base period net 
income whichever of the three fol- 
lowing amounts is the highest: 


(1) One-half its excess profits net income 
for the last half of its base period. 


Its excess profits net income for the last 
year of its base period. 


(2) 


(3) 50 percent of its 1949 excess profits net 
income plus 40 percent of its 1950 ex- 
cess profits net income (different per- 
centages are used by fiscal year corpo- 
rations). 


A fourth method of computing 
average base period net income is 
available to a taxpayer qualifying 
under the “television” provision, 
if its 1949 excess profits net income 
does not exceed 25 percent of its 
excess profits net income for the 
year 1948. Such a taxpayer may 
substitute the last six months of 
1948 for the last six months of 1949 
in computing its average base 
period net income under method (3). 


ABNORMALITIES IN INCOME IN 
TAXABLE PERIOD 


This provision is the equivalent 
of Section 721 under the prior 
excess profits tax, with one impor- 
tant exception which will be dis- 
cussed later. 

In general the provision permits 
the reduction of excess profits tax 
by attributing to other years certain 
types of abnormal income received 
in the taxable year. If the abnormal 
income is of a class which the tax- 
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payer does not normally receive, 
the entire amount, after deduction 
of related expenses in the taxable 
year, may be attributed to the years 
to which it properly pertains, either 
past or future years. If income of 
the same class is normally received, 
but an abnormally large amount is 
received in the taxable year, only 
the excess over 115 percent of the 
average amount received in the 
previous four years, reduced by an 
appropriate part of the related ex- 
penses in the current year, may be 
attributed to other years. 

The Act lists four classes of in- 
come sources to which this pro- 
vision applies: 

(1) Claims, awards, judgments or decrees. 

(2) Exploration, discovery or prospecting 
over a period of more than twelve 
months. 


(3) Sale of patents, formulae or processes 


developed over a period of more than 
12 months. 


(4) Income includible in the taxable year 
only because of a change in accounting 
method. 

The committee reports show that 
the class of income which led to 
most of the claims under Section 
721 was intentionally excluded, 
namely income from the sale of 
tangible property arising from re- 
search and development which ex- 
tended over a period of more than 
twelve months. The reasons given 
for the exclusion are (1) the need 
for a large degree of administra- 
tive discretion in such cases and 
(2) the fact that there is much less 


need for relief in that class than in 
the classes which are included in 
the present Act. 

The language of the Act indi- 
cates that other classes of income in 
addition to the four listed may form 
a basis for relief, subject to regula- 
tions to be prescribed. 

In general, the excess profits tax 
for the taxable year will be reduced 
based on the extent to which income 
can be attributed to other years. 
However, if the taxpayer is subject 
to excess profits tax under the new 
Act in any of those years, any in- 
crease in excess profits tax which 
would result from the inclusion of 
such income in those years must be 
paid. Income attributable to future 
years will be taken into account 
when the excess profits tax is com- 
puted for those years. The Act 
provides that the aggregate effect 
cannot be the imposition of a 
greater tax than would have been 
payable if the relief provision had 
not been applied at all, thus giving 
protection against future rate in- 
creases. 

A taxpayer which is disposing of 
all or substantially all of its assets 
must include as excess profits net 
income in its current return any 
income which has been attributed 
to subsequent years. 


ABNORMAL DEDUCTIONS IN THE 
BASE PERIOD 


If any class of deductions in a 
base period year exceeds 115 per- 
cent of the average of deductions of 
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the same class in the four preceding 
years, the excess may be added 
back in computing the average base 
period net income if other pre- 
scribed tests are met. The amount 
added back may not be greater 
than the excess over deductions of 
the same class in the current tax- 
able year. No amount will be so 
added back unless it exceeds 5 
percent of the average excess profits 
net income in the base period years 
(this limitation was not in the prior 
law). The excess must not be the 
consequence of an increase in the 
size of the business or other change 
in the business; it also must not be 
a cause or a consequence of an in- 
crease in gross income or a decrease 
in some other deduction. In de- 
termining the base to which 115 
percent is applied, deductions are 
excluded which arose from the 
same extraordinary event which 
gave rise to the abnormal deduc- 
tion. 

Deductions attributable to each 
of the following types of situations 
shall constitute a separate class for 
the purpose of this provision: 


(1) Claims, awards, judgments, and de- 
crees against the taxpayer. 


(2) Intangible drilling and development 
costs. 


(3) Losses from casualties or theft, or from 
demolition, abandonment or loss of 
useful value of property, not compen- 
sated for by insurance or otherwise. 


Other deductions are to be classi- 
fied subject to regulations to be 
prescribed. 


CORPORATIONS ENGAGED IN MIN- 
ING OF STRATEGIC MINERALS 


The income from the mining, 
within the United States, of twenty- 
seven specified “‘strategic’’ minerals 
is exempted from excess profits tax. 
Additions to the list may be made 
upon certification by the proper 
authority that they are essential to 
the defense effort of the United 
States and have not been normally 
produced in appreciable quantities 
within the United States. The ex- 
emption applies to the lessor as well 
as to the mine operator. 


NONTAXABLE INCOME FROM 
CERTAIN MINING AND TIMBER 
OPERATIONS AND FROM 
NATURAL GAS PROPERTIES 


Provision is made to exempt from 
excess profits tax some part of the 
income from stepped-up exploita- 
tion of mineral, timber and natural 
gas properties. 

The term ‘‘minerals’”” means ores 
of the metals, coal, and thirty-four 
nonmetallic substances. 

The relief is based in most cases 
on the volume of the excess output. 
The excess output of a property is 
the excess of the output in the 
taxable year over the average 
annual output in the “normal 
period,”’ which consists of the tax- 
able years beginning after De- 
cember 31, 1945 and not ending 
after June 30, 1950. This excess 
output is compared with the esti- 
mated recoverable units in the 
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property at the end of the taxable 
year for which the tax is being 
computed, including in such esti- 
mated recoverable units the excess 
output for the taxable year. If the 
excess Output is more than 5 per- 
cent and less than 10 percent of the 
estimated recoverable units, 20 
percent of the excess output is 
exempt. The exempt percentage 
ranges upward and reaches 100 
percent when the excess output is 
more than one-half of the estimated 
recoverable units. 

Under the general rule for mineral 
property in operation during the 
normal period, nontaxable income 
is the lesser of (1) the exempt excess 
output times the profit per unit in 
the normal period and (2) the net 
income attributable to the excess 
output. For metal and coal mining 
properties, the taxpayer has the 
alternative of treating as non- 
taxable income the amount ob- 
tained by multiplying the excess 
output by one-half the profit per 
unit in the current year. This 
second method is the only method 
available for timber and natural gas 
properties which were in operation 
during the normal period. 

For metal and coal mines, timber 
and natural gas properties not in 
operation during the normal period, 
one-third of the net income in the 
taxable year is nontaxable. Any 
property which was in operation for 
less than six months during the 
normal period is considered as not 
in operation during the normal 


period. A metal mine which oper- 
ated at a loss in the period from 
1946 to 1949 is considered as not in 
operation. 

Properties producing the specified 
nonmetallic substances qualify for 
relief only if they were in operation 
during the normal period. 

Bonus payments made by any 
agency of the United States for 
production of minerals and timber 
in excess of a specified quota are 
also exempted. The Act exempts 
from both income and excess profits 
taxes amounts paid by the United 
States or any of its agencies or 
instrumentalities for the encourage- 
ment of exploration, development 
or the mining of critical and 
strategic minerals or metals. 


INSTALMENT BASIS TAXPAYERS AND 
TAXPAYERS WITH INCOME 
FROM LONG-TERM CONTRACTS 


Taxpayers reporting income on 
the instalment basis may elect to 
use the accrual basis for the purpose 
of the excess profits tax only. 
Such an election is irrevocable and 
applies to all years ending after 
June 30, 1950. If the election is 
made, the excess profits tax will not 
be imposed on income from instal- 
ment sales made in any taxable 
year ending before July 1, 1950. 
A similar privilege is extended to a 
dealer in instalment obligations, if 
the purchasing of such obligations 
is the dealer’s principal business. 

Taxpayers who make the election 
compute their invested capital and 
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capital additions and reductions on 
the accrual basis except for instal- 
ment sales made, or obligations 
acquired, before their first excess 
profits tax taxable year. Such 
taxpayers will compute their aver- 
age base period net income on the 
accrual basis rather than the instal- 
ment basis. 

A similar election is permitted to 
taxpayers who report income from 
long-term contracts only upon com- 
pletion of the contracts. They may 
make an irrevocable election to 
report such income on the percent- 
age-of-completion method for ex- 
cess profits tax purposes. Electing 
taxpayers must compute invested 
capital and capital additions and 
reductions on the percentage-of- 
completion method, except as to 
contracts begun before the first 
excess profits tax taxable year. 
Average base period net income is 
to be computed as if the taxpayer 
had been using the percentage-of- 
completion method. 


CONTRACTS UNDER THE 
MERCHANT MARINE ACT 


The Merchant Marine Act, 1936, 
requires that contractors coming 
within the provisions of Section 505 
of that Act pay to the Federal Mari- 
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time Board profits realized in excess 
of 10 percent of the contract prices. 
Such taxpayers may compute their 
excess profits tax by (1) increasing 
excess profits net income by such 
payments, (2) computing the excess 
profits tax on the increased amount, 
and (3) reducing the tax so com- 
puted by the excess profits pay- 
ments. 


ACQUIRING CORPORATIONS 


Part II of the new excess profits 
tax subchapter deals with the com- 
putation of the income credit in the 
case of tax-free reorganizations, and 
including “‘split-ups,” “‘split-offs,”’ 
incorporation of partnerships, etc. 
In general, the corporation which 
acquires assets, in computing its 
credit under the income method, 
uses the earnings experience of its 
predecessor with those assets. The 
predecessor, if still in existence, is 
barred from using that experience 
in computing its own credit. 

Rules are provided whereby the 
acquiring corporation in these cir- 
cumstances may benefit from the 
relief provisions. Where existence at 
the beginning of the base period is a 
prerequisite to relief, that require- 
ment is satisfied if the predecessor 
was in existence at that time. 
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Involuntary Liquidation of LIFO Inventories 


By G. W. WELSCH 
(New York Office) 


On January 11, 1951 the Presi- 
dent approved Public Law 919, 
reviving and amending Section 22 
(d) (6) of the Internal Revenue 
Code, the World War II relief 
provision, which expired on De- 
cember 31, 1947. Section 22(d) (6), 
relating to involuntary liquidations 
of inventories computed on the 
last-in, first-out (LIFO) method, 
has been revived for years ending 
after June 30, 1950 and the time 
within which previously liquidated 
inventories may be replaced has 
been extended. 


Under the amendment, taxpayers 
which suffered involuntary liquida- 
tions of inventory in any taxable 
year beginning after December 31, 
1940 and prior to January 1, 1948, 
and who elected to be covered by 
the provisions of Section 22(d) (6) 
may make replacement of the 
liquidated inventory in any taxable 
year ending prior to January 1, 
1953. Thus, taxpayers are given an 
additional two years within which 
to replace inventory liquidated dur- 
ing the war years. 


Section 22(d) (6), as revived, 
allows LIFO taxpayers to elect in 
their returns to be covered in 
respect of any inventory involun- 
tarily liquidated in years ending 


after June 30, 1950 and prior to 
January 1, 1954. The term invol- 
untary liquidation is defined as the 
failure to replace goods sold or 
otherwise disposed of during the 
year, if such failure is due directly 
and exclusively (i) to enemy cap- 
ture or control of sources of limited 
foreign supply, (ii) to shipping or 
other transporation shortages, (iii) 
to material shortages resulting from 
priorities and allocations, (iv) to 
labor shortages, (v) to other pre- 
vailing war conditions beyond the 
control of the taxpayer, and (vi) to 
disruption of normal trade relations 
between countries. The Secretary 
of the Treasury is instructed to issue 
regulations interpreting the words 
“enemy” and “war’’ in such a way 
as to apply to “circumstances, oc- 
currences and conditions, lacking a 
state of war, which are similar, by 
reason of a state of national pre- 
paredness, to those which would 
exist under a state of war.’”” These 
regulations have not yet been 
issued. Taxpayers which elect to 
be covered by Section 22(d) (6) and 
which replace in years ending prior 
to January 1, 1956 inventories in- 
voluntarily liquidated, will have 
their income and excess profits 
taxes for the year of liquidation re- 
(Continued on page 25) 
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The Prize-Winning Articles for 1950 


We are pleased to announce the results in the competition 
for the prizes for the best articles by members of our staff 
accepted and published in the Journal of Accountancy and in 
the L. R. B. & M. JOURNAL during 1950. The firm is gratified 
that the number of articles submitted was greater than in 1949, 
and that more articles were accepted for publication. In view of 
this response, the awards for L. R. B. & M. JOURNAL have been 
increased, as indicated below. The winning articles, which were 
selected by persons associated with the American Institute of 
Accountants and The New York State Society of Certified 
Public Accountants, were: 


For articles published in the Journal of Accountancy— 


First Prize—$1,000. Awarded to Leonard F. Beckers 
(New York Office), for his article entitled ‘‘Organi- 
zational and Procedural Changes to Flatten Large 
Firms’ Year-end Peak.” 


Second Prize—$500. Awarded to Edward Mezner 
(Rockford Office), for his article entitled ““Advan- 
tages to a Business Which Result from Abandoning 
December 31 Closing Date.”’ 


For articles published in the L. R. B. & M. JOURNAL— 


First Prize—$750. Awarded to H. Y. Kinard (Phila- 
delphia Office), for his article entitled “‘Journey to 
Austria.” 


Second Prize—$500. Awarded to E. J. Taylor (New 
York Office), for his article entitled ““The Auditor 
Makes His Report.”’ 


Honorable Mention—to Charles A. Pearson (Los 
Angeles Office), for his article entitled ‘“‘Net 
Operating Loss Deductions.” 


The firm hopes that the encouraging response by the staff in 
1950 will be exceeded in 1951, and that the high quality of the 
material submitted will continue. 
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The purpose of this journal is to communicate to every member of the staff and office 
plans and accomplishments of the firm; to provide a medium for the exchange of 
suggestions and ideas for improvements; to encourage and maintain a proper spirit 
of cooperation and interest, and to help in the solution of common problems. 
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The New Excess Profits Tax 
The new year ushered in a new 


In two respects the law is un- 


federal excess profits tax law, which 
was signed by the President on 
January 3, 1951. It represents the 
second step in financing the govern- 
ment’s rearmament program in- 
duced by hostilities in Korea and 
the tense international situation. 


usual; first, because it grew out 
of a mandate imposed upon the 
revenue-raising committees of Con- 
gress by a specific provision inserted 
in the Revenue Act of 1950; second, 
because the period of legislative 
incubation for a measure of such 
highly complicated structure was 
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so short—only forty-nine days from 
the time of the first committee 
hearing to the date of enactment. 

Aside from the declared value 
excess-profits tax, which was merely 
an artificial adjunct to the capital 
stock tax, the present law is the 
third variety of excess profits tax 
to which our economy has had to 
attune itself. The new tax has 
more in common with its World 
War II predecessor than with the 
one imposed during World War I, 
and is an improvement upon both 
to the extent that the excess profits 
tax is now more closely integrated 
with the income tax. A further 
difference is that the $10,000 specific 
exemption of World War II has 
been eliminated, and a minimum 
excess profits credit of $25,000 has 
been allowed in its place. The 
Commissioner of Internal Revenue 
has estimated that the effect of this 
allowance will be to subject to the 
tax only about 150,000 out of a 
total of 650,000 corporations. 

The most significant change lies 
in the relief provisions. In World 
War I a corporation qualifying for 
relief was compared with its com- 
petitors, and its tax supposedly 
equalized at their level. For many 
reasons the procedure was unsatis- 
factory, and considerably more 
than a decade elapsed before many 
of the claims were disposed of. In 
World War II Congress changed 
its method and set up requirements 
and remedies in general terms, 
leaving the measure of relief to be 


worked out administratively. In 
presenting a claim one often needed 
to submit voluminous accounting, 
engineering and economic data to 
deal with the wide range of factors 
involved in a reconstruction of 
income. Again the results were 
found to be unsatisfactory. 

Congress has now adopted the 
formula method of approach based 
upon industry statistics to be com- 
piled and published by the Treasury 
Department. This method, while 
inflexible in most respects, at least 
gives an opportunity to compute 
a corporation’s tax liability within 
reasonable limits. To avoid exces- 
sive rigidity an attempt has been 
made to provide for many different 
types of inequities in need of cor- 
rection, which in turn has called 
for the inclusion of a number of 
qualifying factors to prevent unin- 
tended benefits and too great a loss 
in revenue. Hence we have a law 
of numerous complex provisions 
which runs to a pamphlet of nearly 
one hundred pages. 

Any tax law of detailed specific 
application, such as this excess 
profits tax law, is bound to develop 
omissions and uncertainties in its 
operation. Corrective amendments 
may therefore be looked for in this 
session of Congress. 

The two articles contained in this 
issue summarizing the provisions of 
the law are supplemented by the 
accompanying chart showing the 
interrelation of the various pro- 
visions. 
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Meetings have been or will be 
held by most of our offices to 
permit an extended discussion of 
the new law and assist all staff 
members in gaining familiarity with 
its provisions. Excess profits sched- 
ules are being prepared in full 
detail for use in the preparation of 
excess profits tax returns, and will 
be ready for distribution very 
shortly. 

It is not known yet whether a 
general extension of time will be 
granted for filing excess profits tax 
returns, but failing that, it is under- 
stood that a liberal policy wiil be 
followed in responding to applica- 
tions for extensions. 


The Frank N. Meyer Medal 


Colonel R. H. Montgomery was 
recently presented with The Frank 
N. Meyer Medal, which is awarded 
annually to outstanding persons 
in'the field of plant exploration and 
introduction, and which is named 
for an early explorer of the Depart- 
ment of Agriculture’s Office of 
Plant Introduction. The citation 


referred to the introduction by 
Colonel Montgomery of a great 
many palms, conifers and other 
plants, to his founding of the Fair- 
child Garden, and to the gift of 
his conifer collection to the New 
York Botanical Garden. 


Walter S. Gifford 


Because of our long association 
with the affairs of The American 
Telephone and Telegraph Com- 
pany, headed for so many years 
by Mr. Walter S. Gifford, we be- 
lieve our readers will be interested 
in the following paragraph from an 
article appearing in the London 
Observer (December 10, 1950) which 
deals at some length with Mr. 
Gifford’s recent appointment as 
Ambassador to England: 

With the relations of our two countries 
put to new tests by a deteriorating world 
situation, we are fortunate to be sent, as 
ambassador, a man whose characteristics 
are loyalty, reasonableness, efficiency, and a 
great regard for decency and truth. In 
times of real stress, trustworthiness and 
clear thinking are the qualities most press- 
ingly required. 





Involuntary Liquidation of LIFO Inventories 


(Continued from page 21) 


determined to reflect the difference 
between replacement cost of the 
goods liquidated and their original 
LIFO cost. 

Where the replacement cost of 
the goods liquidated exceeds their 


original LIFO cost, as is usually the 
case, a refund claim should be filed. 
By filing an application pursuant to 
Mimeograph 6361 a tentative re- 
fund of 75 percent of the claim may 
be obtained promptly. 
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Notes 


New York Office 


The New York State Society of 
C.P.A.’s has announced its officers 
and committee members for the 
year 1950-1951, which include from 
the New York office: ' 


Mr. Jennings—Board of Directors, Coopera- 
tion with Bankers, Awards, Committee on 
Committees. 

Mr. Sinclair—Budget and Finance, Profes- 
sional Conduct. 

Mr. Lenhart—Auditors’ Liability and Lia- 
bility Insurance. 

Mr. Bardes—Federal Taxation. 

Mr. Knoll—Dairy Industry Accounting. 

Mr. Staub—Accounting Procedure, Cooper- 
ation with Credit Men. 

Mr. L. F. Beckers—Cooperation with Other 
Accounting Societies. 

Mr. R. G. Ankers—Education (Chairman), 
Cooperation with State Education De- 
partment. 

Mr. H. O. Leete—History (Chairman). 

Mr. C. J. Simon—History. 

Mr. G. R. Byrne—Publications. 

Mr. T. R. Pleim—Accounting Machinery, 
Budgets and Budgetary Controls. 

Mr. G. H. Schneider—Hospital Accounting. 

Mr. H. E. Dieter—Stock Brokerage Ac- 
counting. 


Mr. Jennings spoke at the De- 
cember meeting of the New York 
State Society of C.P.A.’s, sponsored 
by the Committee on Auditing 
Procedure, on the subject ‘‘Objec- 
tives and Requirements of Auditing 
Statement No. 23.” 

Mr. Bardes spoke on the Excess 
Profits Tax Act of 1950 at the 
January 23rd meeting of the New 
York State Society of C.P.A.’s. 


Louisville Office 


Mr. Halloran is again serving as 
a member of the Legislative Com- 
mittee of the Louisville Credit 
Men’s Association. 

Mr. J. Wesley Huss spoke before 
the Louisville Control of the Con- 
trollers Institute of America on 
October 25, 1950. 


Rockford Office 


Mr. Bernard L. Moeck has been 
elected Director of Education of 
the Rockford Chapter of the Na- 
tional Association of Cost Ac- 
countants. 

Mr. Robert W. Myers was 
elected chairman of the Northern 
Group—lIllinois Society of Certified 
Public Accountants at its organiza- 
tion meeting. Mr. Leo V. Tinkham 
was one of the discussion leaders 
at one of the meetings of this group, 
which includes all C.P.A.’s in the 
Rockford and Freeport area. The 
discussion covered the new Revenue 
Act of 1950. 


Philadelphia Office 
Mr. Mahon has recently fulfilled 
the following speaking engagements: 


Massachusetts Society of C. P. A.’s, Boston 
—Subject, “Revenue Act of 1950.” 


Lancaster, Pa., Chapter of National Associ- 
ation of Cost Accountants—‘“‘Current De- 
velopments in Income Taxation.” 


New York University Institute on Federal 
Taxation—‘‘Can a Corporate Taxpayer 
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Derive Benefits from Section 115(g) and 
Similar Provisions of the Internal Rev- 
enue Code.”’ 


Pennsylvania State Chamber of Commerce, 
Meeting held in Lancaster, Pa.—‘‘The 
Pennsylvania Budget.” 


Pennsylvania State Chamber of Commerce, 
Luncheon meeting in Scranton, and 
dinner meeting in Wilkes-Barre—‘“The 
Pennsylvania Budget Situation.” 

Wisconsin Society of C. P. A.’s, at Mil- 
waukee—‘*Tax Implications of Transac- 
tions between Affiliated Corporations.” 


Philadelphia Chapter of N. A. C. A— 
‘“‘What’s New in Taxes.” 


Mr. James E. Gelbert, on De- 
cember 8th, addressed the Union 
League Tax Group, Philadelphia, 
on ““LIFO Inventories.” 

Mr. Philip J. Taylor, on Decem- 
ber 12th, at a Career Conference 
at Germantown High School, 
Philadelphia, spoke on ‘“Qualifi- 
cations of the Accountant.” 

On November 27th, Mr. Thomas 
P. Handwerk was a member of 
the panel at the session on Report 
Writing held by the Accounting 
Study Committee of the Philadel- 
phia Chapter of the Pennsylvania 
Institute of C.P.A.’s. 





San Francisco Office 


Mr. Robert Buchanan spoke on 
the Revenue Act of 1950 at the 
September meeting of the San 
Francisco Chapter of the California 
Society of Certified Public Ac- 
countants and the November meet- 
ing of the San Francisco Chapter 
of the Tax Executives Institute. 


On January 9, he addressed the 
Public Health League of California, 
an organization of doctors and 
dentists, on the subject ‘““What Can 
Professional Men Do to Improve 
Their Income Tax Status?” 

Mr. John Rakow has passed the 
California C.P.A. examination and 
received his certificate. 

During the year 1950 Mr. Carter 
Thacher, who joined the staff in 
February 1949 passed both the 
California C.P.A. and bar examin- 
ations. 


St. Louis Office 


Mr. Kermit M. Pennington was 
appointed secretary of the St. Louis 
Chapter of the Missouri Society of 
Certified Public Accountants to 
serve Mr. Bower’s unexpired term. 


Mr. Russell B. Woolley recently 
completed twenty-five years of 
service with the firm and was the 
honored guest at our annual 
Christmas luncheon at the Missouri 
Athletic Club on Saturday, De- 
cember 23, 1950. An appropriately 
engraved watch was presented to 
him by the firm. Following the 
luncheon, a series of candid colored 
slides were shown depicting various 
staff members at work and play. 


Seattle Office 
Mr. Robert L. Aiken, our Resi- 
dent Manager, has been selected 
by Delta Chapter, University of 
Washington, for honorary member- 
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ship in Beta Alpha Psi, the national 
accounting fraternity. 

Mr. Aiken recently addressed 
the Accounting Club of Seattle 
University on “Interesting Experi- 
ences of a Public Accountant.” 

Messrs. Neil F. Casson and 
William E. Pile have received their 
C.P.A. certificates. 


The American Institute of Ac- 
countants has announced its officers 
and committees for the year 
1950-51, which includes the follow- 
ing members of the firm and staff: 


Mr. R. G. Ankers—Committee on Selection 
of Personnel (Chairman), Committee on 
Personnel References. 


Mr. Draewell—Member of Council, Trial 
Board. 


Mr. Hunter—Committee on Cooperation 
with Bureau of Economic Research. 


Mr. Jennings—Committee on Auditing Pro- 
cedure (Chairman), Committee on Rela- 
tions with SEC. 


Mr. Lenhart—Committee on Accountants’ 
Liability and Liability Insurance. 


Colonel Montgomery—Member of Council 
(Past President), Member of Board of 
A. I. A. Benevolent Fund. 


Mr. Perry—Board of Examiners (Chair- 
man). 

Mr. Richardson—Editorial Advisory Board, 
Committee on Relations with Bar, Com- 
mittee on Technical Sessions, Subcom- 
mittee on Tax Administration. 


Mr. Russell—Committee on Admissions, 
Committee on Cooperation with Bankers. 

Mr. Schaffer—Committee on Accounting 
Procedure. 


Mr. H. I. Schlenker—Committee on Wages 
and Hours. 


Mr. Sinclair—Member of Council, Commit- 
tee on Budget and Finance, Executive 
Committee, Member Board of Trustees 
A. I. A. Foundation. 


Mr. Zipf—Member of Council. 


The Excess Profits Tax Act of 1950 


(Continued from page 9) 


is filed there may be omitted cer- 
tain corporations which are exempt 
from excess profits tax. These cor- 
porations include personal service 
corporations, personal holding com- 
panies and corporations deriving 
95 per cent of gross income from 
sources without the United States, 
referred to in the discussion under 
exempt corporations. 


Filing of Returns for Taxable Years 
Ending After June 30, 1950 and 
Before December 31, 1950 

Corporations subject to the ex- 
cess profits tax with the above 
fiscal years must file a tax return 
after January 3, 1951 and before 
March 15, 1951, which will super- 
sede any return filed before January 
3, 1951. 














DETERMINATION of TAX 


General Rule (430(a)) - 30% of "adjusted excess profits net income” (431), i.e.: 





Excess profits net income (433) 
Less: The greater of $25,000 or the sum of the following: 
Excess profits credit (434). 





Unused excess profits credit adjustment (432) 





Taxable years beginning before 7/1/50 and ending after 6/30/50 - 
Time apportionment basis (430(b)) 

Taxable years beginning before 7/1/53 and ending after 6/30/53 - 
Time apportionment basis (430(c)) 

Mutual insurance companies - Special apportionment basis (430(d)) 


Limitation Where Abnormal Income Received in Taxable Year from Claims, Awards, 
Judgments, Etc. 456) - Tax may be computed under 456 which provides rules for 
allocation of abnormal income to other years and recomputation of excess profits 
tax in such other years in some instances. 





Limitation Where Taxpayer is Engaged in Mining Strategic Metals (450) - Tax may be 
computed under 450 which exempts from excess profits tax such portion of adjusted 


excess profits net income as is derived from mining certain strategic metals. 








Limitation Where Taxpayer Completes Contracts, Etc., Under Merchant Marine Act (457) - 
Tax may be computed under 457 if special computation results in lesser tax than 
that under general rule. 


Overall Limitation on Income and Excess Profits Taxes (430(a)(2)) - 62% of "excess 
profits net income.” 
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Equity capital (437(c)) 

2. Capital addition for taxable year (437(d)) 
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AVERAGE BASE PERIOD NET INCOME 

General Average (435(d - Is the average income of the three “best” years in the base 
period, zero being substituted for any deficit years. In fiscal years ending 
after March and before December take best 36 consecutive months or eliminate worst 


12 consecutive months. 
Alternative Based on Growth (435(e)) - Upon fulfilling certain specific requirements 
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A weighted average described in 435(e) (2) (E) 
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Adjusted Invested Capital ("Asset Approach") (437(b)(2)): 
The sum of the following: 
Equity capital (437(c) 
2. Capital addition for taxable year (437(d) 
3. 75% of average borrowed capital for the taxable year (439(a) 
4. Recent loss adjustment (437(f) 
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if adjusted invested capital as above computed is 
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tal in 12% bracket.) 
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(2)) in effect for such year with adjustments for the following 433 
ss deduction (1) 


sses and 117(4) gains and losses ( 











Exclude the net operating 1 
clude capital gains and s 
ncome from retirement of bonds (3) 
due to retirement of bonds (4) 


‘epayment of AAA taxes to vendees (5) 
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Deductions 





e 
f. Income from domestic and foreign dividends (6) 
g- Income from installment sales under 455(a) (7) 
h. Long-term contracts under 455(b) (8) 
lass exceeding 115% of previous 4-year average 


Abnormal deductions of a 





de axes paid by lessee under long-te lease (11) 

K. bad debts of banks using reserve method (12) 

] Bank assessments by F.D.I.C. adjusted (13) 
adjustment (14) 





Special life insurance company 


redit for income subject to prior excess profits tax (1 
P F 














EQUITY CAPITAL (437(c)) 
In General - Assets at beginning of year, less liabilities (i.e. "net assets") taken 
at basis for determining gain on sale or exchange. 

(a) Property acquired in certain intercorporate liquidations where stock of trans- 
feror had a cost basis to taxpayer - Includible to extent provided in 
470, Part III, which requires adjustment to be made to assets acquired by 
the taxpayer to give effect to any "goodwill" or "negative goodwill” at 
time control of transferor (80%) was acquired by the taxpayer. 

(other than mtual, life or marine) - May include 50% of legal 


Insurance companies 
capital. 


reserves in equity 
debts in equity capital. 


Banks - May include reserves for bad 








CAPITAL ADDITION for TAKABLE YEAR (437(d)) 


id in during tt taxable year. 


he average amounts of capital pai 





AVERAGE BORROWED CAPITAL (439) 


taxable year, 





ce companies, ean of 





and/or ertain ther reserves. 





RECENT LOSS ADJUSTMENT (437(4)) 


















excess of net operating losses over net f the foll 7 
periods produces the greater amount of 
The “base perio nerally 1946 to 
The period begir 1/1/40 and ending 12/31/49 
APITAL REDUCTION for TAXABLE YEAR (437(e)) 
>t out of earnings 





The average amounts of distributions made luring the taxable year not 
or profits of the taxable year. 











that under general rule. 


Overall Limitation on Income and Excess Profits Taxes (430(a)(2)) - 62% of 





profits net income." 
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SUND 
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441 - Miscellaneous les for 
kg - Personal Service Corpors 
service corporation 
condition that “und 

shareholders. 
451 - Capitalization Advert 
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computing excess pr 
tising expenditures 
income. mputat: 
base period years 
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exc 





profits 


unused adjustments 


(In lieu of (a), (b) and (c); etc., ing, certain utilities 
maintaining prescribed stems ints shall use average 
n and tocks, capital plus and 
ant axab le ear. 
wed he t le year (439(a) 
B) t ital 
>) I inad ble asset ati 
n same basis as (a), (b), . +, above 
Railroad Lessor-Lessee Corporations - Special Rule(434(d)) - Where substantially all 
the railroad properties of a railroad rporation are leased another railroad 
rporation under a longeterm lease (i.e years or more) under which th 
lessee to pay lessor's 


taxes, the 


aggregate of the 





therwi letermined ay be allocated 
r and lessee by agreement between such rporations approved by 
L 











he excess of the excess 
1950, over the excess 
the immediately 


and )t 


the extent 





five subsequent years. 





UNUSED EXCESS PROFITS CREDIT ADJUSTMENT (432) 


taxable 








year 





1g after J 3 
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SUNDRY ADDITIONS or AMENDMENTS to CODE 


MADE by 1950 


EXCESS PROFITS TAX ACT 

















ing as er 2 
fits tax 

n of Advertising, xpenditures - Permit axpayer: 
excess profits credit to elect treat base eri adver- 
penditures as properly chargeable apital rather thar 
ecomputation and payment of additional in e ta 
d years under secti 452 is a nditi f ect . 
vase of sition Inc tent with Pri 1e Tax 

exempt fr xcess profit 
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the following: 
a. Capital reduction for taxable year (437(e) 
b. Net new capital addition computed under 438(b) but only. 










capital” less: Inadmissible assets ratio (440(b)) 
"y, S. invested capital" is the sum of the following: 













1. Equity capital computed under 437( -€., the “asset approach and if adjusted invested capital as above computed is 
limited t and ities located in the U over $5,000,000. (Effect is to include all new capi- 
ined under 439(t ut including tal in 12% bracket.) 


Historical Invested Capital ("Historical Approach") (458): 
The sum of the following: 

l. Equity invested capital (458(d) 

15% of average borrowed capital for the taxable year (439(b)) 
























m, © 
ratio (440(b 


The applicable investe apital is the mean 




















INADMISSIBLE ASSETS RATIO (440(b)) 


The ratio of average inadmissible assets to average total assets both determined at 
adjusted basis for determining gain. "Inadmissible assets" include the following: 
1. Stock in corporations, except stock in foreign personal holding companies 
and except stock which is not a capital asset; 
- Tax-free government obligations described in section 22(b)(4). 








NEW CAPITAL CREDIT (438(a)) 


of “net new capital addition" for taxable year ich generally is the net increase 
in equity capital and borrowed capital (75% of the latter) paid in to the taxpayer 
after the beginning of the first excess profits tax year, excluding amounts paid 
in by another corporation owning more than 50% of taxpayer's stock ("excluded 
capital") and less any net increase in inadmissible acsets during taxable year. 
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net operating 


osses Over net incomes for whichever of the following 
periods produces the greater amount of such excess: 





The "base period generally 1946 to 1949, inclusive 
The period beginning 1/1/40 and ending 12/31/49 








CAPITAL REDUCTION for TAXABLE YEAR (437(e)) 























NET NEW CAPITAL ADDITION (438(b)) 


t increase in equity capital and borrowed capital (75% of the latter) 
e taxpayer after the beginning of the first excess profits tax year, 
yunts paid in by another corporation owning more than 5 % of tax- 

< ("excluded capital") and less any net increase in inadmissible as- 
sets during the taxable year. 











EQUITY INVESTED CAPITAL (458(d)) 


(a) The sum of the following amounts taken at basis for computing loss: 
1. Money and property paid in for capital stock or paid in surplus, etc 
computed at basis for 1 
(a) Improvements made to 


ss 





. leased railroad property which became property 
of lessor at rejection of lease - Includible at fair market 
value or ICC value 

(>) Property acquired in certain tax-free exchanges other than inter- 
corporate liquidations - Under 471, Part III, property is in- 
cludible in the amount of the transferor's basis therefor, less 
any liabilities issued or assumed by the taxpayer in the exchange 

c) Property acquired in certain intercorporate liquidations - Under 472, 
Part III, intricate adjustments are required for property re- 
ceived from a corporate transferor in an intercorporate liquida- 
tion (including certain mergers and consolidations). The net 
effects of such adjustments are 
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follows: 
A) If stock of transferor had a cost basis to tax 





yer, the lat- 
ter's earnings or profits are increased by the net income 
r decreased by the net losses of the transfer 
the period of control by taxpayer 
(B) If stock of transferor had a basis other than cost, there is 








or during 


substituted for such basis the transferor's invested capital 

2. Distributions in stock made out of earnings or profits other than those of 
the taxable year 

Accumulated earnings and profits at beginning of year 

Deficit in earnings or profits of certain other corporations which wo ° 
have reduced the invested capital of such other corporations had the) 
continued in existence 


rw 








(b) Less: The sum of the following amounts: 

1. Distributions made in prior years from capital and 

during taxable year from other than current e 

2. Earnings and profits of other corporations included 

earnings or profits twice because of applicatio 
Deficit in earnings or profits transferred to another corporation 
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AVERAGE BORROWED CAPITAL (439(b)) 


The average amount of bona fide indebtedness of the taxpayer evidenced by bonds, notes, 
bills of exchange, etc., outstanding during the taxable year, plus, in the case 
f insurance companies, 66 2/3% of the mean of unearned premium and/or certain 
ther reserves. 
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